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ABSTRACT
Title of Dissertation: The Study On Function And Application of Financial
Leasing For The Development Of Small-Medium Shipping Enterprises In China

Degree: Master of Science in International Transport and Logistics
With China entering WTO and the opening of the marine market, China’s SMSEs are
facing great challenges. They are confronted with difficulties of getting fund to
enlarge their fleet to compete with other giant shipping enterprises, as they could
hardly get the bank loans or qualified for stock or bond financing, compared with big
shipping companies.
The article wants to prove that financial lease is a suitable alternative for our SMSEs,
especially for the SMSE at the initial step, accompanied with the practical case. Then
I suggest with pros and coms of each financing method, every aspect affecting the
choice should be considered.
Keywords: Financing lease, financial growth cycle, Small-medium shipping
enterprises
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The Study On Function And Application of Financial Leasing For The
Development Of Small-Medium Shipping Enterprises In China

Chapter 1 Introduction
1.1 Background and significance
1.1.1 The essentiality of financing for China’s shipping enterprises
As is known, Chinese shipping sources of shipping funds have mainly relied on the
government's policy of funding, which has caused lacking of autonomy. Following
the establishment of China's market economic system and the modern enterprise
system in the shipping reform, financial policy and financial markets keeping on
improving, a better external financing environment has been created for shipping
enterprises with large amounts of foreign capital crowding in. Therefore, it’s already
been undoubtedly necessary for shipping enterprises to independently raise funds.

1.1.1.1 The development of the market economy objectively requires shipping
enterprises to independently raise funds
There’s a saying ” funds of shipping enterprises as human blood”. Enterprises can be
full of vigor and vitality, only when cash flows smoothly.

As is known, over a long time China's shipping enterprises have owned limited
funding channels, mainly depending on national fiscal and monetary policies. In the
market economy system, however, every economic activity of enterprises must
comply with the rules of the basic requirements of market economy, including vessel
financing. There’s no other choice but to raise the shipping funds at the lowest cost of
capital for enterprise development, after a careful analysis of various factors affecting
the situation, so that the company could not be defeated in the fierce competition of
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international shipping market.

1.1.1.2 The establishment of modern enterprise system objectively requires the
maritime enterprise to raise funds independently
Today maritime enterprises have become a capital-linked industry, whose aim is to
maximize the capital gain through self-management. It's the natural requirements for
the modern enterprise to achieve its aim in the socialist market economy with the
transformation of the manufacturing management system to the capital management
system.

The incremental capital is the planning and management of investment of the
enterprise, including the optimization of investment structure, the financing structure,
financing and investment, management and decision-making. They should be
recognized as investing and financing acts.

Evidently, for Chinese shipping enterprises, financing, and research financing are
helpful not only in raising huge funds, especially foreign capital for the development
of the enterprise, but also in getting knowledge of the shipping market situation and
improving the level of capital management in the process of financing. It has large
realistic significance in other aspects such as optimizing the capital structure,
reducing the cost, enlarging the profit of capital investment, improving the
decision-making ability, management ability and competitiveness of the enterprise.

1.1.2 Financing difficulty that our medium-small shipping enterprises(SMSEs)
face
After 20 years of reform and opening up, China's small and medium shipping
enterprises have already grown from the secondary of the shipping market to
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indispensable forces. Although they have developed fast, there are still many SMSEs
facing financing difficulties.

Although in recent years China has promoted related financial policy, encouraging
enterprises to solve their own problems of a shortage of funds through financing, and
it’s the fact that financing has indeed contributed to our economy's healthy, orderly
development, we should declare that in spite that many large enterprises have gained
success in this way, small and medium-sized shipping enterprises can not grow and
develop effectively accordingly. At present, the main reasons for the difficulty they
are confronted are as follows: operating size relatively small, performance unstable
and easily bring risks to investors; credit rating is not popular, large amount of
accounts payable have deteriorated the enterprise's image; high cost of financing can
not be afforded; collateral system is not yet perfect; financing procedure being
complicated, causing many enterprises discouraged.

Private enterprises should not be overlooked in China’s economy. Moreover, this part
has been playing an increasingly important role of china's economic development in
recent years. Actually, private enterprises have accounted for the majority in
medium-sized shipping enterprises, so that the difficulty for small and medium-sized
enterprises has become much more evident in shipping financing.

So it’s top urgent to discuss the financing development of small-medium shipping
enterprises in this competitive market.

1.1.3 Solve financing issue for our medium-small shipping companies through
financing lease
As a relatively new financing alternative dating from the 50th of the 20th century,
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financing lease could handle the capital shortage of our small-medium shipping
companies under such circumstances. As for such capital-intensive industry as
shipping, the majority of enterprises, particularly small-medium ones, have already
paid great attention to ship financing through this method. With restricted scale and
capital, they finance ships using financing lease(bareboat chartering), and manage
them with operating lease(time charter and voyage charter).

As a unique form of credit, financing lease owns such characters as follows:
1． Management divided from ownership. The lessee has the right to use during
chartering time, while lessor taking ownership.

2． Financing integrated with leasing. Bringing finance and asset together, financing
lease has got the aim of getting fund by borrowing asset, while getting the leased
asset by getting capital.

3． Flexible payment of rent. Based on the operating situation of the lessee, the
lessor could pick up flexible payment program for the period and capital amount.

And the features and advantages of financing leases could be divided into the
following points:
1. Enhancing the financing channel. Traditional financing channels could hardly
fulfill the development demand of shipping enterprises. As for small-medium
companies in particular, they could hardly get loans from the government and the
bank due to limited scale and reputation, while could not get the fund through stocks
or credits like giant shipping enterprises. As a consequence, financing lease has
become the key for their survival and development.
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2. Ceasing the pressure on loan repayment. We know the business of shipping
enterprises changes with peak and off season. And compared to repayment of bank
loaning, the way of financing lease could be more elastic, without certain amount
with certain interest during certain period. In other words, it could adjust to the
operating condition, favorable for shipping enterprises to reasonable distribution to
cash flow, while reducing the pressure on loan repayment of the lessee.

3. Favorable state policy could be available. To encourage the shipping industry
investment, the government has provided investors with such preferential policies as
accelerated depreciation. Often in shipping finance leasing contract, the lessor will
transfer the tax concessions received to the lessee with lower rents

4. Conducive to invigorate the stocked assets of large enterprises. Some major
shipping companies have often retained some ships out of the market, the high
residuals of which have caused tremendous financial pressure. They can use financial
leasing as a means to rent these vessels to small-medium ones. In that case, not only
the stock of large assets has been handled, but also the financing difficulties of
SMSEs have been tackled. That has been the “win-win” policy.

5. Be conducive to improving the shipping company's core competence. Through
sale-leaseback, shipping enterprises could rent vessel through leasing companies to
professional management companies. Without losing the right to use the ship, the
risk of the enterprise is spread, funds has been raised, the overall efficiency and
effectiveness has been improved.

6. Financial leasing reflects the thought of modern logistics. The core of modern
logistics is "integration." By taking advantage of financial leasing model, large
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shipping enterprises can make adjustments to asset structure, providing backup to
integrated logistics.

Therefore, it is crucial for the development of SMSES to study reasons for the
difficulties of financing, to further develop effective forms of raising funds, thus
promoting China's economic and social development.

1.2 The scope of the dissertation
After introducing such financing methods as commercial bank loans, the
policy-oriented loans and investment companies, the dissertation focuses on the
applicability of financial leasing for China's SMSEs, accompanied by the actual
example. The aim is to prove that lease financing is indeed an effective and suitable
alternative for the financing of SMSEs of shipping.

1.3 Main contents and methodologies
This paper begins from the financing status of SMSEs, analyzing its causes, deriving
financing needs of SMSEs from that. By introducing the concept of financial leasing,
financial cycle theory, the dissertation has stated that theoretically financial leasing is
the optimal choice for the initial stage of SMSEs. Then I described through a case of
shipping finance lease to prove its applicability for start-up stage of SMSEs.

1.3.1 Quantitative analysis
The dissertation chooses the method of direct financing lease, while figuring out the
break-even point of rent repayment based on the Net Present Value as the index of
the decision between vessel purchasing and vessel financial leasing.

1.3.2 The research on the fact
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I have done research on small shipping enterprise A as the instance to prove the
point.
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Chapter 2 Literature review
2.1 The theory of financial growth cycle for the enterprise and its evaluation
2.1.1 The theory of financial growth cycle for the enterprise
As the process of growing up to experience childhood, youth, middle age and elderly,
the growth of enterprises also has to go through different stages. Each of different
stages has different characteristics and crises. Such process of the enterprises is
called the life cycle of enterprises.

In 1983, in the paper of "organization's life cycle and efficiency standards," the
authors of Nye and Mellon in the United States simplified the life cycle of the
organization into four stages. They believed that the growth of enterprises was the
process from informal to formal, from low level to high level, from simple to
complex, from naive to mature. The entire development process was formed by a
number of stages, with each stage formed by two components. The one is the period
of steady development, and the other is the period of reform. When the enterprise is
in the period of steady development, to meet the needs of internal and external
conditions, new contradictions will be generated internally. Then the existing
organizational structure could no longer meet the environmental requirements. Thus,
organizations will be instable and enter a period of reform. The reform will change
the current organizational structure, then the crisis will be resolved. Organizational
structure will adapt to the external environment, in order to enter the next stage of
development. That’s the cycle.

The theory of financial growth cycle for the enterprise was established in the late
1990s. It considered the enterprise financing from the perspective of enterprise
growth. The theory indicated that, along with the growth cycle, it’s information
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constraints of the enterprises, size and the change of financial impact that are the
underlying factors for changes of corporate finance structure.

In the early stage of enterprise foundation, due to small-scale assets, lack of business
records, and financial auditing, corporate information is isolated. As the acquisition
of external finance is impossible, enterprises have to rely on internal financing,
commercial credit and angel investment. As far as the enterprises created years ago
are concerned, internal financing is still the main source of financing for small-scale
production due to a limited production capacity. When enterprises enter the growth
stage, the investment funds soared, along with the expansion of the enterprise scale,
which can be used for collateral assets, with some preliminary business records, and
the increased transparency of information. So enterprises start to rely more on
external financing sources through financial intermediation. Then the product itself
has passed a market test. Risk investment has begun to enter the business, fulfilling
the needs of large-scale production and marketing. The traditional view shows that at
the early stage of the growth cycle, it’s difficult for enterprises to obtain bank loans.
As the scale of production reached a certain level and there can be collateral assets,
such as accounts receivable, inventory, fixed assets, bank loans will enter the
enterprises. When entering the stable growth of the mature phase, the business
records and financial system of enterprise will be completed, fulfilling the conditions
for entering the open market of bonds. Some outstanding SMSEs could grow into
large enterprises.

The theory of financial growth cycle for the enterprise shows that in different stages
of the growth of enterprises, with the change of information and asset size, the
financing channels and structure for enterprises will subsequently undergo a
significant change. The basic law of the change is that, the earlier stage the enterprise
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is in, there will be more limitation for financing sources, and vice versa. Therefore,
the enterprise needs a diversified financial system to meet their financing needs for
various stages of their development. Particularly in the early stages of growth for the
enterprise, private capital markets such as "angel financing" are playing an important
role as external financing. As compared with standardized contracts for the open
market, the private market could lower barriers to financing, and meet the funding
needs of those who have high-growth potential, with the characteristics of greater
flexibility and relationship, with stronger sense of resolving the problem of
asymmetrical information.

2.1.2 The evaluation of the theory of financial growth cycle for the enterprise
As an effective supplement to the theory of corporate finance past, the theory of
financial growth cycle has analyzed financing structure of the business life cycle
from the dynamic perspective. But it also has the following shortcomings:
1. The theory of financial growth cycle divides the enterprise growth cycle on the
basis of the operational life. The impact of different industries and areas and external
environments also have substantial differences to the growth of enterprises.
Therefore, a single standard could not grasp the essence of the growth of enterprises.

2. The theory of financial growth cycle is only concerned with dependence of
enterprises on different financing channels, without detailed analysis for financing
obstacles for each stage. Financing obstacles is related to financing channels, with
direct impact on reliance on financing sources. If the enterprises do not have a
rational pursuit for the optimal capital structure, abandoning low-cost sources of
financing and choosing the high-cost sources, it is likely that there are obstacles
difficult to overcome for low-cost financing channels.
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3. The applicability for the theory for China’s still needs to be tested. The theory of
financial growth cycle was originated from the sound market economic system of the
West. China's market economic system and financial market are not perfect, lacking
venture capital, mechanism of angel investment, historical environment. This has
adversely affected SMSEs, in particular, private enterprises. These will affect the
theory applying in China. Therefore, there is a need for further practical studies to
test its applicability.

2.2 Theory of financial leasing
2.2.1 The concept of financial leasing
The financial leasing is the contract in which the service provided by the lessor to the
lessee is limited to financing equipment. All other responsibilities related to the
possession of equipment, such as maintenance, insurance, and taxes, are borne by the
lessee. A financial lease is usually noncancellable and must be fully paid out over its
term.

This definition stresses the establishment of tripartite relationship through supply
contracts and leasing contracts, also stresses the dual functions of financing and
leasing, plus the leasing period and the ownership: the lessor owns the leasing
equipment, while the lessee has the right to use the equipment during the leasing
period; at the end of the leasing period, the lessee can purchase, renewal or refund
the equipment to the lessor under the contract provisions.
2.2.2 The main forms of financing lease
Direct lease, is also known as self-lease. It means both the lessor and the lessee sign
the leasing contract. Under the requirements of the lessee, the lessor (banks or
leasing companies and other financial institutions) purchase the selected assets such
as machinery and equipment, and directly leases to a lessee in accordance with
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contract provisions, together with a way to collect the rent. In addition, the lessor
may also be the equipment manufacturer. Such leasing is the typical form, as well as
the main form. It is simple, involving few people. Of course, the lessor generally
requires the lessee to provide security.

Sales feedback. It indicates that after getting the funds equivalent to the market value
of the assets by selling the corporate-owned assets to the leasing companies, the
company will again rent the right to use the assets from the lessor in the form of lease.
Through this way, businesses can transfer the fixed assets into flowing assets,
thereby speeding up the flow of funds and overcoming difficulties of financing. It has
been relatively safe for the leasing company to be engaged in this type of capital
investment. Currently, most of the international and domestic financial leasing
operations fall into this category. The method is especially suitable for private
SMSEs with development potential, and due heavy debts.

Leveraged leasing, apply mainly to the financing projects of relatively high value.
The approach requires the lessor to use only part of the funds required (General for
20% -- 40%) as their investment, then obtain the remaining funds (usually 60% -80%)
from the money lender by using the assets as collateral. So it is the lessor that is the
borrower, taking ownership of the title to the assets, while both collecting rent
payment and paying a debt. If the payment of a debt is not in time, the ownership of
the assets would be returned to the money lenders. As the lessor could promote the
huge leasing business with less money, and get more income than borrowing costs,
he could obtain the interests of financial leverage. That’s why it is called leveraged
lease. In this way, the lessee will have easier access to the assets. The leveraged
leasing is a promising alternative, as it is the investment and financing pattern from
which the lessor, lessee, equipment seller or investor (such as the Trust investors,
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institutional investors, banks, etc.) could benefit.

In addition to many alternatives of domestic financing leasing, it’s also an important
means to solve the SMSEs’ problem of financing by obtaining the right to use the
equipment through getting access to international financing. Meanwhile, it is also a
new initiative for attracting foreign investment and importing advanced foreign
technology and equipment. There are mainly the following categories for the
international financing lease:

Direct import leasing. The rental one will be responsible for raising foreign funds, to
purchase the designated equipment abroad in accordance with the orders from
domestic users. According to the contract, the lessor will lease the equipment to the
lessee. The lessee could have the option of purchasing the equipment at a lower price
or renewing the chartering. It can avoid the trouble of raising their exchange fund, as
well as avoiding foreign exchange expenses.

Import to leasing. Under the auspices of domestic enterprises, the domestic leasing
company will firstly borrow the leased equipment from abroad as the lessee,
according to the prepared list of equipment. In fact it is a project with two leasing
businesses. The domestic leasing company in general, can only make a small margin
in addition to the collection of import fees from domestic lessees, but it can
effectively address the needs of financing and equipment for domestic private
SMSEs.

Comprehensive lease. The method is to combine finance leasing with a (trading way),
including the combination of leasing and compensatory trade, the combination of
leasing and materials processing, component assembly, the consolidation of leasing
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and underwriter. It is the innovation of leasing industry in China. It can not only
reduce the foreign exchange expenditure, but can also expand the trade between the
lessor and the lessee.

Leverage leasing. Leveraged leasing is also a good way in the use of foreign
investment and advanced foreign technology and equipment imported to address
SMSEs’ financing difficulties, etc. Their method is the same as the domestic
leveraged leasing.

2.2.3 The economic function of financing lease
Financial leasing is the combination of financing and leasing. It is the innovative of
financing, and leasing. The combination has special economic functions and
competitive advantages :

2.2.3.1 The micro-economic functions of financial leasing
Meet the needs of the buyer and the seller
Lessee has the right to choose the equipment they want, grasping the initiative to
update the equipment and reducing capital investment, improving efficiency of its
own funds, reducing the intangible loss of equipment. In addition, it can avoid risk of
interest rate. As the lessor's financial capital is guaranteed by the title of the
equipment, he will recover the investment and get profit. Equipment manufacturers
can expand their product sales. Bank offer loans to leasing companies, which actually
lends to SMSEs with higher risk. Secured by the leasing company and the ownership
of the equipment, the capital market could be open, while the risk will be reduced.

2.2.3.2 Macroeconomic function of financial leasing
The combination of financing and leasing is conducive to optimizing the industrial
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structure and product mix, improving economic growth and efficiency, and
enhancing its competition advantage in the domestic market, which helps introduce
foreign capital and advanced technology and equipment.

From overseas experience, financial leasing has two special functions.

Firstly, it will bypass the country's financial and regulatory trade barriers, promoting
capital-exporting of the country. Secondly, it can regulate macro economy. During a
period of economic prosperity, it can support effective investment and consumption,
to prevent inflation through the control on the financial condition; during the period
of inadequate investment and consumption, it can expand investment and stimulate
consumption to prevent deflation. Financing leases could inhibit excessive
fluctuations of the economic cycle, maintaining stable economic operation and
sustainable development. The significance of the macroeconomic for Leasing
business of is aroused on the part of special importance for the industry. And that’s
why policy support is given to the leasing business.

In China, the role of financing lease will have a fundamental change: from the
secondary of the shipping market to indispensable forces.

2.3 The theory of financial decision-making for purchase and building of ships
and ship leasing
Since the 1990’s, financial decision-making for purchase and building of ships and
ship leasing has become an important issue in the shipping sector to explore because
of the special nature of the investment and financing for ships. In the "Study on
financial decision-making for purchase and building of ships and ship leasing"
Professor Shao Ruiqing suggested a cash flow financial decision-making method for
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purchase and building of ships and ship leasing. Under the same conditions of
financial risks, the formula for the break-even point of profit and loss is established
for decision-making process of purchasing and building of the ship leasing, and is
evaluated. Then the dissertation took the example to prove that the formula make the
financial decision-making for purchase and building of ships and ship leasing
convenient and effective. The formula will also be helpful for other industries to buy
or lease a financial asset.

From the terms of proceeds, it’s relatively simple to make a choice between the
purchase and building of ships and ship leasing. Assuming both options have positive
net present value, we can make a choice according to the rule of whose NPV is
higher. Although this kind of decision is certainly reasonable, it may not be correct to
make the decision. Because the NPV is calculated on the basis of cash flow. And by
comparison, the two options of cash flow are different. From the view of the cash
flow, financing lease is similar to loans, as enterprises have to disburse regular fixed
payment of rent. Thus, even if they can get higher NPV when choosing to lease
financing, they may also have a fixed debt burden, enabling enterprises to a larger
financial risk. So there’s the need for comparative analysis of these two options of
cash flow for purchase and building of ships and ship leasing, according to the
balance of income-risk for the right decisions.

2.3.1 The cash flow of ship building
Firstly the cash flow of purchasing and building of the ship would be analyzed.
Assuming the length of economic use for the ship is n, and transport revenue from
the ship operation is St. The operating cost in order to obtain the income is Ct. The
depreciation amount in the year of t is Dt. And T means the income tax rate. Without
considering the retired residual, the net cash flow CFt (purchase&building) can be
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expressed as :

CFt(p&b) = (St-Ct)-(St-Ct-Dt)T

For this choice, the net cash flow also can be expressed as:

CFt(p&b) = (St-Ct)-(St-Ct-Dt)T = (St-Ct)(1-T)+DtT

This formula shows that under the choice of P&B, the after-tax net cash flow for the
operation of the ship was the after-tax income plus the offset by the amount of tax for
depreciation.

2.3.2 The cash flow of the financial lease of the vessel
Assuming the company have chosen financing leasing, rather than to purchase the
ship. To simplify the analysis, we assume that ship leasing period is the same as n.
The rent that’s paid in year t is Lt. The revenue for the transportation is St. The
operating cost to obtain the income is Ct. Under the lease accounting standards of
China, the odds between the minimum lease payments of financing lease and the
recorded value from start of the leasing assets accounts for the financing costs
unconfirmed. During the years of the lease this will be identified as financial costs.
Then the financial cost for leasing in Year t is Ft. The depreciation value for Year T is
Dt. Without considering the retired residual, the net cash flow CFt(l) can be
expressed as:

CFt(l) = (St-Ct)-(St-Ct-Dt-Ft)T -Lt

The first item is net cash flow of the operation of the ship, and the second is the cash
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outflow for paying income tax. And the third is the cash outflow for payment of rent.

Under the assumption, Lt=Dt+ Ft. Therefore:

CFt(l) = (St-Ct)-(St-Ct-Dt-Ft)T –Lt=(St-Ct)(1-T)-Lt(1-T)

This formula shows that the net cash flow after-tax for the operation is the after-tax
income minus the offset of tax depreciation and financial costs or the amount of rent
payments

2.3.3 Comparison between p&b of ships and leasing of ships
From the comparisons between p&b of ships and leasing of ships, the income from
the operation of the vessel and the residual value are the same, and not related to the
cash flow.

The choice between the two could be the net cash flow, namely :

CFt(l)- CFt(p&b)=-[L (1-T)+DtT]

So the net annual cash flow is the negative after-tax amount of rent paid, plus the
amount of offset of depreciation revenue for tax.

We should maintain the financial risk for the analysis of comparing different options.
Only when the financial risks of p&b of ships and ship leasing are equal could the
net present value be used as a basis for decision-making. However, as stated above,
enterprises need to bear fixed obligation to pay the rent when selecting the leasing,
which means that enterprises would have the financial risk. To balance the financial
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risks, the analysis of p&b of ships needs to be established on the basis of debt
financing, making enterprises have the same fixed obligations with financial lease.
So the payment of P with rent and interest should be equal to the above net cash flow,
namely:

Pt= - [Lt (1-T )+ DtT]

The decision whether to purchase or financial leasing the ship could be calculated, as
the initial purchase price of a ship I minus the NPV. Because the payment is after tax,
the after-tax loan rate r(1-T) is calculated as the discount rate. The NPV for decision
of financial leasing is as follows:

NPV = I -Σ[L t (1 - T) + Dt T]/{[1 + r (1 - Tc) ]t}

The results will determine the selection of p&b of ships or financing lease of ships.

The formula of Professor Ruiqing Shao has, to a certain extent, solved the problems
of loans or financing lease. However, there are certain factors not taken into account,
such as financial leasing charges, and the period of loans and financing lease
repayment generally vary, and so on.

2.3.4 The break-even point of the rent payment for financing lease
The effective method of choosing between loaning and financial leasing is to figure
out the point where there’s no difference whether choosing loaning or financial
leasing. The point is the Lt when the NPV is 0, as follows:

NPV = I-Σ[L t (1 - T) + Dt T]/{[1 + r (1 - Tc) ]t}=0
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When the annual rent is equal, the L of break-even point should be:

I-ΣDt Tc/{[1 + r (1 - Tc) ]t}
L =————————————
Σ(1-Tc)/{[1 + r (1 - Tc) ]t}

When the annual rent of financial leasing is less than L, we should choose financial
leasing; when the annual rent is higher than L, we should choose loaning, which can
be explained as Figure 2.1:
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NPV

(PROFIT)

0
(LOSS)

L
ANNUAL RENT OF FINANCIAL LEASING

Figure 2.1 Annual rent financial leasing

By using this formula, we can figure out the maximum annual payment of rent,
which means the break-even point L:

2.4 The basic forms of financing for shipping enterprises
The common alternatives of financing for shipping enterprises are commercial bank
loans, the policy-oriented loans, leasing and investment companies, and so on. And
we will not discuss the bonds and other modes of financing against non-case. Below
is the main description of commercial bank loans, the policy-oriented loans and
investment companies. Financing and leasing will be described in detail afterwards.

2.4.1 Commercial bank loans
Commercial bank lending is the most common method of shipping finance. Ship
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owner could use the vessel, or other property or bank guarantees as collateral, to get
commercial bank loans, equivalent to a certain proportion of the shipping price for
payment of the ship. The loan varies with the change of financing market and the
shipbuilding market. Generally the loan fluctuates between 60% ~ 8 5% of the ship
market value (Fair market value). Traditionally, Europe is the source of commercial
bank loans. The ship-financing of Japan's trading companies could be counted as a
kind of commercial bank loans. The difference is that usually the Japanese trading
companies and major banks have direct links with shipyards. In a project of NB,
Japanese firms are often playing the dual role of the seller and the lender. On one
hand, the firm could profit from the sale of the vessel; on the other hand, it could
capture the market. Before the Asian financial crisis, the big firms of Japan had been
using quite a tempting strategy, provide financing conditions much better than the
European banks (the loan amounted as much as 95% of shipping prices, interest
below the LIBOR + 1%, the maximum period of the loan could be over 10 years, and
so on). The fact was that the policy of Japanese banks and firms were aggressive in
the other aspects of ship financing, which they were paid during the Asian financial
crisis.

Japanese banks are mainly involved in Japan's new shipbuilding loans. While
European banks, relatively speaking, are not too strict for shipbuilding.

Commercial loans have the advantage of abundant sources, the normal and relatively
simple procedures. While the drawback is the higher cost (interest rates), with
requirement of stringent security.

2.4.2 Policy-oriented loans
The policy-oriented loan is the loan with subsidies when a country (usually
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shipbuilding) wants to encourage export trade or bilateral trade. The policy loans
could be provided by the bank of import & export, or other policy banks. The China
import & export bank has been gradually involved in the industry of shipping finance
after its establishment. However, its financing

size and expertise still needs

strengthening.

For this kind of loans, the OECD countries have usually used the famous rule of
OECD (80% of the loan amount, 8% per annum, 8. 5 year of loan period). However,
there are certain requirements for the application program, which makes it harder to
get than the commercial loan. As a result, the policy-oriented loan is not popular as
the commercial bank loan.

2.4.3 Investment company
Strictly speaking, the investment of the investment company to the vessel is not an
alternative of financing. But it’s the same with normal financing in the way of
“investments only, then non-use”. The investment company could provide the fund
with higher percent(95%-100% of the vessel price), with strict requirements as the
commercial bank. In proportion to the investment, they usually require the higher
interest rate than the commercial bank. As we know, the normal loan of commercial
bank bears few risk, except when accidents occur. While more risks would be born
by the investment company. So the investment company requires much more strict
auditing for the program(such as the vessel size, quality, transportation market). The
difference is that the bank will have a much more strict auditing for the borrower
than the program itself. The advantage of the investment company is the higher fund
with simple structure and procedure. And the main drawback is the higher interest
rate.
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The USA is the one with the most and largest investment companies. Flexible and
effective use of various means of financing is the important factor to ensure
long-term stable development for a shipping company, and to survive in a poor
market environment.

24

Chapter 3 The financial status of our SMSEs and analysis
3.1 The definition and status of our SMSEs
3.1.1 The definition of our SMSEs
3.1.1.1 The definition of SMEs abroad
The definition and standard of SMEs varies according to the purposes of developing
SMEs in countries. Moreover, it’s just a comparative concept as it’s difficult to
distinguish the difference between giant and SMEs in economy. So the definition
differs in nations, even in various industries, regions and developing stages in one
state.

As is seen from different nations, the standards of SMEs have been decided by the
factors of both quality and quantity. The former one is based on the market share of
the company in the industry, and the latter one is based on the number of employees,
asset scale, annual sales volume, and the other quantified indicators. And the detailed
analysis is as follows:

a. The qualitative factor
It’s based on the fact that the enterprises have been separated into types of giant,
medium, and small according to the market share in the industry, so as to protect
moderate competition, preventing the excessive development of enterprises to
monopoly, affecting the economic development adversely. So the basic features of
SMEs are as follows: (1) private ownership and management: (2)being secondary in
the respective field. Take “Law of small enterprises” in USA for instance. Firstly, the
industry will account for 90% of the relatively small enterprises as defined to be
small companies; secondly, within each industry the small-sized ones accounting for
75% of total sales are small enterprises;(3) with limited employees and capital.
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The main weakness of SMEs from the qualitative factor is its opaqueness, not
conducive to the specific formulation, implementation of the relevant policy. With
the absence of concrete implementation operability, it’s hard to determine
corporations in the sectors of the market place. For instance, in 1966 the American
Motor Corporation (one of the biggest 200 companies in USA) was defined to be
small-scaled one, as it was relatively small compared to the other 3 giant motor ones.

b. The quantitative factor
As the qualitative nature of the definition is vague, the states have to provide SMEs
with quantifiable indicators for the management and backup. The mostly used
indicators are as follows: (1) the number of employees. It means the amount of
all-day workers in the company(excluding the owner and the family), while
transferring the temporary workers to all-day ones. Since developing SMEs has been
considered to be the essential alternative of hiring, the quantity of workers could be
easily calculated, the number of employees have been mostly used as the quantified
indicator in the world. For instance, the U.S. Small Business Administration set the
rule that small one contains 1-99 people; medium one owns 100-499; huge one has
more than 500. (2) The total asset of the enterprise. The total asset is one of the
important features for the enterprise scale, particularly in the financial industry. But
compared with the number of employees, the statistics of total assets is more difficult
to be got in actual operation. (3) The annual sales volume. It’s hard to be got like
total assets. With the pros and coms, the number of employees is usually used
integrated with other indicators in practice.

As is seen from the development of SMEs standards in China, the number of
employees was the basic character in the 50th, while in 1978 the State Development
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Planning Commission presented the comprehensive production capacity as the
standard. In 1988, 1,992 respectively, the state amended the standards of 1978,
subdividing types of enterprises. The standards of the huge, medium, small company
were reset again in September 2000, with the criteria for the classification of the
SMEs. The latest standards of SMEs was settled on Feb 19, 2003. And the detailed
regulation for transportation industry is as follows.

SMEs of Transport industry: the number of employees<300, or the sales volume<
￥30 million. The medium one must fulfill the requirement of the number of
employees>=500, or the sales volume>=￥30 million.

3.1.1.2 The definition of SMSEs in China
There has been a unified point of view about the definition of SMSEs in China.
There used to be the regulation saying the shipping enterprise owning 10,000DWT to
be small shipping company. The definition and standard of SMSEs have varied with
the development of society. Therefore, the SMSEs of this paper refers to all the
shipping corporations except such major shipping companies as COSCO, China
Shipping, Sinotrans.

3.1.2

The status of our SMSEs

We could not neglect the power of SMSEs, even though China has COSCO, China
Shipping, and Sinotrans as the main shipping companies participating in the
international shipping competition. According to the statistics, China's SMSEs are
playing a surging important part, with more than 5,000 ones, owning 10,000 ships.

China has initially formed COSCO, China Shipping, and Sinotrans as the main
shipping companies participating in the international shipping market, combined
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with local shipping businesses (such as Shandong Haifeng, Shanghai Jinjiang)for
coastal and river transport. Our large shipping companies have decent marketing
behavior to participate in international competition, fighting with powerful foreign
shipping enterprises. Meanwhile, it makes a difference for our domestic SMSEs.
Since the opening of water transport in 1984, it’s been unstable for the development
of the shipping market. In the coastal transport, giant shipping enterprises are still the
mainstay of transportation, while local small and medium-scale enterprises have also
been expanded.

According to the statistics, there are 5,000 SMSEs in China, with more than 70,000
ships, nearly 20 million DWT, accounting for 65% and 26% of China's total number
of vessels and total DWT respectively. However, SMSEs are facing operational
difficulties and poor competitiveness, insufficient stamina, suffering serious losses in
the development. Especially we know excessive competition have still existed among
SMSEs, not only spoiling the competition, but also reducing the transparency of the
market.

China's SMSEs do have their superiority, as we know from the external environment
and the industry's own characteristics. Firstly, the area of Japan, South Korea,
Southeast Asia and Coastal China has a strong domestic export competitiveness with
the accelerating process of industrialization of the Asia-Pacific region, trading mainly
in a garment, food, and electrical equipment processing, which provides a good
opportunity for rapid development of SMSEs with the route of near sea(China, Japan,
South Korea and Southeast Asian routes), coastal, along the Yangtze River. Secondly,
Compared with the giant shipping companies, SMSEs have small tonnage, limited
staff, low-cost, and flexible operations. With no heavy burden, SMSEs can change
according to market demand to provide timely and satisfactory services. Thirdly,
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SMSEs can get the backup from the local government. Finally, SMSEs are the local
large taxpayers and the main source of finance of the region. Those businesses with
good returns will surely get financing support from the local government.

Meanwhile, it’s evident that China's SMSEs are also facing inferiority. After China
entering the WTO, the ROC priority load advantages will be phased out. Not being
allowed to take part in the coastal transportation, foreign vessel corporations will join
in the routes of China, Japan, South Korea and Southeast Asia, which will intensify
the competition of the shipping market. Besides, in the market economy nowadays,
high-quality professionals are flowing into foreign-funded enterprises and large
state-owned enterprises by the role of economic leverages. While SMSEs generally
owns fewer educated staff with lower professional skills, coupled with lacking of
good human resource management. This, in a way, has reduced the market
competitiveness and development potential. Lacking of a comprehensive network of
services, as we know, is the defect of SMSEs with the birth. Owing to a smaller scale,
the economy of scale is difficult to be carried out for SMSEs. In addition, restriction
of operation within the region other than extending to other areas is clearly
incompatible with the economic regionalization.

3.2 The characteristics of our shipping enterprises
3.2.1 Shipping industry is capital-intensive.
That’s because as the main tool of shipping, the vessel’s value is increasingly
expensive, with increasing enlargement and modernization. Not as traditional as
people thought, the ship as previously being commonly referred to the "10,000 tons
Wheel" is no longer "large ship" with the present perspective. The tonnage of large
tankers (VLCC. very large crude carrier) and the VLCC (ULCC. ultra large crude
carrier) has reached 150,000 –300,000 tons, with the value of the ship reaching
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several hundred million yuan. As for the LNG and LPG with high-tech, only a
handful of shipyards could build in the entire world, costing nearly 100 million U.S.
dollars.

3.2.2 Long payback period.
From delivery after completion of new ships to the ship-breaking yards, the ship’s
life expectancy could be about 30 years, or even longer. For instance, our country
indicates that the mandatory age of seaborne ship scrapping is 33. Because of a huge
amount of investment, the investment recovery period is even longer. Generally
speaking, we have to go through at least five years of the time from investing in the
construction or purchase to the investment recovery, some as long as 10 years or
even longer. This depends on such factors as the quality of the shipping market, the
level of operations, ship type and size. Mostly the period for a ship investment
payback in shipping enterprises of China is 10 years or more. It also takes generally
7 -9 years for foreign shipping companies to recover the investment.

3.2.3 The industry risks.
The risk here, on the one hand, means the special risks of the industry itself, such as
ship collisions, fires. The other refers to the risks in the financial aspects, which
mainly reflect on: long payback period, a variety of exchange rate of currency
monetary investment involved in, complicated investment and the financing
operation.

3.3 The features of shipping financing in China
Shipping financing is the investing business, factoring ship investment funds in the
financial markets, by virtue of its ability to credit. As we know, shipping is a
capital-intensive industry, with great risks. To develop the ship transport capacity,
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expand fleet size and improve the competitiveness of enterprises, on the one hand,
we must broaden the financing channels for the ship; compared with other industries,
on the other hand, various international financial institutions are extremely cautious
about investment in the shipping industry, requiring the provision of security
guarantees or collateral, in addition to rigorous inspection of credit, such as business
assets and liabilities of the current level, profits, cash flow and enterprise
development history and the credibility. This results in more difficulty for ship
financing. Therefore, ship financing has its own characteristics, which reflected in
the following aspects:

3.3.1 Demand for funds has raised difficulties.
Large ships and modernization have caused the value of the ship increasingly high.
This point has been mentioned earlier. Because of large quantities of the capital
required, long payback period, coupled with higher risk, the greater difficulty raising
funds, it’s been tough for ship financing.

3.3.2 Various financing methods, with decision-making difficulties.
Due to huge funds needed, it can be said that not a single shipping enterprise can and
be ready to use its own funds to purchase the ship, rather than the government
subsidized loans, commercial bank loans and issuance of stocks, bonds, leasing and
other financing methods, or a combination of various forms of financing. As each
form has some merits and flaws, we must seriously consider the conditions of
various ways of financing when doing the financing decision, figuring out the best
combination of cost, risk, and efficiency. Certain difficulties have been created for
financing decision due to the uncertainty for the impact of these factors.

3.3.3 Greater risk.
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The shipping industry is a high-risk industry. As an indispensable part of shipping,
the ship-financing business has not only been influenced by political and economic
factors, but also by changes of the financial markets and the shipping market, which
will bring in greater risk. We would be subject to the country's political relations,
when using foreign export credit; would be impacted by exchange rate fluctuations,
when adopting a single currency; would bear the financial risk for excessive debt of
financing, and so on.

3.4 Financing status and causes of China's SMSEs
3.4.1 The financing status of China’s SMSEs
In recent years, China's shipping industry is facing an unprecedented situation of
strong competition, mainly due to China's opening of shipping market. There’s been
surging conflict between transport capacity and the demand for transport by the
severe competition from traditional shipping corporations. As a late start, China's
SMSEs, in particular, whose management capabilities are relatively weak, with ships
too old, maintenance costs too large, and decline in operating income, could hardly
compete with large shipping companies. Moreover, the ship's renovation and
purchase is also the persistent problem for SMSEs in China.

From the financing sources, the financing for enterprises could be divided into
internal and external financing. External financing includes direct financing and
indirect financing. Direct financing could get the capital from the financial markets,
such as the issuance of stocks and bonds to secure funding. And the good news is
that the direct financing system for SMSEs has gradually been improved and mature.
However, the majority of relatively small-scaled shipping enterprises with backward
management could not get the direct funds, due to the hard access to financing
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market and high financing costs. It can be said that the majority of funds for SMSEs
could only be achieved from indirect financing.

Indirect financing is the activity in which both sides of demand and supply of funds
could meet their needs through financial intermediaries. Typical indirect financing is
the deposit and lending activities of bank. A financial intermediary is the
intermediary organization of financial awareness and recognition for users in
advance, and supervising users in the capital thereafter. It can solve the asymmetric
problems of information with lower cost, while requiring relatively low financial
transparency of accounting information. Therefore, the indirect financing through the
intermediary, has become the main external financing channels for China's SMSEs.
However, due to various reasons, China’s SMSEs have been confronted with
difficulties through the banking financing. Below is the detailed introduction.

3.4.2 The cause of financing issue for our SMSEs
There are many reasons for the difficulty of financing for SMSEs, generally with its
own reasons, factors of commercial Bank, but also social reasons.

3.4.2.1 The self-defects of our SMSEs
a. The low level of credit for SMSEs
A survey shows that among the SMSEs, the ones having done credit rating account
for only 46.6%, while the other 53.4% have never done the rating. Several
enterprises with default accounts have, to a certain extent, affected the overall SMSE
credit image. During inter-enterprise transactions, mutual enterprise arrears, complex
Triangle Debts among SMEs makes the bank come to the conclusion without trust. In
addition, because of low credit, the SMEs could not find other firms to do their credit
guarantees. While at present, in order to ensure the safety of its funds, banks grant
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loans to enterprises, generally requiring the applicant to provide loan guarantees and
associated property collateral. In actual operation, the banks will prefer loan
guarantees to secured loans for property. This is because it’s difficult to transfer the
collateral assets into cash. If an enterprise fails to repay the loan on schedule, and
banks and are unable to reach a debt restructuring agreement with it, the banks will
have to sell the collateral property. In addition to complicated procedures, banks will
encounter the pressure and resistance from higher authorities, enterprises, trade
unions, the government and the leadership, making it difficult to implement. Due to
the above considerations, banks would seriously consider loans to SMEs, while
SMEs will find it very difficult to seekget bank loans.

b. Deficiency of management for SMSEs
The operating scale of SMSEs is relatively small. Such a feature has forged their
decision in the formulation of enterprise management system, to be cost-effective in
accordance with the balancing principle, not as large enterprises in the development
of a sound management system and internal supervision and auditing system. Due to
the poor credibility of financial statements submitted, and generally no subject to
external auditing, loan applications are often rejected from the banks.

c. Smaller scale of loan for our SMSEs
Due to the smaller operating scale of SMSEs, their applications for loans are usually
relatively small. The unit cost for bank loans to large enterprises is relatively low,
due to their amount, while unit costs of the loan to SMSEs are high because of the
low amount. Because of banks’ inherent economic interest, banks are more willing to
offer large enterprises large loans. Although the bank rate for SME lending has been
surged to a certain extent, the floating rate is not determined by the supply and
demand relationship of the capital market, not fully reflecting a reasonable match
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between the risks and benefits. Banks would bear a relatively higher risk with loans
to SMSEs, not fully achieving the relevant risk premium. Of course banks can’t
arouse their enthusiasm.

d. Limited financing channels for our SMSEs
Compared to large businesses, SMSEs have very limited financing channels. With
restriction to the size and quality, SMSEs can not obtain funding from the stock and
the bond market. SMSE financing channels are only restricted to commercial bank
loans, internal finance, trade finance and some other modes.

3.4.2.2 Commercial bank constraints
The current commercial bank's credit policy, management, risk assessment and
management systems are in varying degrees, restricting Chinese SMSE loans.

a. Prejudice and uneven loan policies for our SMSEs
For a long time, China's financial sector has put support of large state-owned
shipping enterprise, as the focus of financial work. SMSEs find it more difficult than
large shipping enterprises to obtain bank loans. Under circumstances with social
funds relatively large, it’s often difficult for SMSEs to obtain capital from the
banking system; at the time of macroeconomic austerity, it’s even impossible. Owing
to bias to generally low level of credit, poor efficiency, and greater risk for SMSEs,
banks are not willing for loans to SMEs.

b. Commercial bank's credit management couldn’t meet the needs of enterprise
development.
At present, China's commercial banks have put economic efficiency and capital
structure occupied of enterprises as a major target of auditing in the review of
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corporate lending conditions. Some commercial banks are lacking in-depth
understanding of operating and actual characteristics for SMSEs, and professional
teams for effective assessment of the operation and the prospects of the SMSE
market. Its credit rating evaluation has mainly focused on the needs of large
enterprises. Moreover, in the assessment of the credit rating, the financial status and
the return of the principal and interest of bank loans recorded account for a large
proportion in commercial banks. However, some SMSE's credit rating is obviously
low.

c. Commercial banks have enhanced risk prevention awareness
Commercial banks are currently facing trouble of high proportion of non-performing
assets. In order to meet the preset goal at the required period, commercial banks have
generally carried out the right to implement the stringent policy. In addition,
commercial banks lack the effective incentive for marketing loan. In order to cut the
risk of injecting capital, commercial banks have established a strict accountability
system for loans. And the movement of normal recovery loans with no corresponding
incentives has seriously affected enthusiasm and initiative of practitioners of credit,
causing the psychological fear of loans.

d. Complicated procedures for bank loans
Based on risk control perspective, commercial banks take loan approval procedures
with the stringent requirements. Generally speaking, enterprises with applications for
loans are required to submit such written report as loan applications, business
licenses, tax registration certificate, verification reports, assessment report, the
agreement of the Board, financial statements of three consecutive years, project
feasibility analysis, benefit analysis. There is also a need to provide loan guarantees
and / or loan collateral information, and accept banks’ reviews and on-site
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investigations. The ultimate success would be a loan, wasting time from one month
to more than half a year. This does not correspond with the requirements of seizing
market opportunities, rapid decision-making, and efficient cash flow.

3.4.2.3 Inefficient social credit guarantee system and financial market system.
The external causes arising the trouble of SMSE financing not only include banking
reasons, but also other reasons. For example, the credit guarantee system is not
perfect. Either is the financial market system.

a. Credit guarantee system is not sound
Flaws have been longing with SMSE loan guarantee agencies for management, as
well as operation. Many SMSEs could not get access to guarantee from the security
agencies, due to the extremely strict auditing. The guarantee agency's market position
is inaccurate， and it’s difficult to grasp the direction of services. Moreover, national
or regional re-guarantee agencies have not yet been established. So operating risks
for guarantee agencies can not be effectively dispersed and resolved, restricting
further development for the credit guarantee, also increasing the difficulty for the
majority of SMSEs to obtain loans.

b. Market system is not efficient
No matter it’s a private or state-owned large enterprises, it can finance easily in the
financial market. They can choose between equity financing and debt financing,
striving to make their own financing costs minimized, by using various financial
institutions to raise funds. But for SMSEs, the above financing channels couldn’t be
achieved. Only a handful of SMSEs could fulfill the rigid conditions of shares and
bonds.
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3.5 The financing demand of our SMSEs in China
In summary, as a result of its own deficiencies, commercial banks constraints, and
the inefficient market, the financing channels of Chinese SMSEs are extremely
restricted. Under such circumstances, China's SMSEs should seek an alternative for
financing, the characteristics are as follows: financing risks can be controlled， the
loaning process is convenient and efficient，and the funding can be effectively used.
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Chapter 4 The role of financing lease to the financing of our
SMSEs
4.1 The development of financing lease at home and abroad
4.1.1 The development of financing lease at abroad
As the time of development varies, the economic level differs, there’s much
difference for the financial leasing industry in the world. A few western countries
account for over 80% of the financing lease, with a minority by the developing
countries, as you can see in Table 4.1. And in Table 4.2, we can know that the USA is
the leading country for this industry. At the following passage, I will explain briefly
the development of financial leasing in the developed countries.
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The Sales Volume and Growth Rate of Areas
Annual
1998-1999
Volume(in
Market
Market
Growth
Change
billion
Share(1998) Share(1999)
Rate
Dollars)
239.1
22.6
45.1
50.5
5.4
133.6
0.0
30.9
28.2
-2.7
80.4
7.6
17.3
17.0
-0.3
8.3
-49.4
3.8
1.7
-2.1

Rating

Area

1
2
3
4

N.A.
Europe
Asia
S.A.

5

Australia

7.9

0.0

1.8

1.7

-0.2

6

Africa

4.3

-14.3

1.1

0.9

-0.2

TTL

473.5

100.0

100.0

(Resource: Financing Group of London)
Table 4.1 The sales volume and growth rate of areas

The First 10 Countries for Leasing
1988

1989

1990

(S:Market share)

1991

1992

1993

1994

Country
Trade s% Trade s% Trade s% Trade s% Trade s% Trade

s%

Trade s%

112.7 32 122.4 33 120.3 32 123.9 32 120.3 32

125

32

140.2 30

Japan
Germany
UK
Korea
France

53.7
15.7
16.3
3.9
15.8

10
15
20
13
17

53.9
18.3
20.3
3.1
20

10
18
24
11
20

61.6
21.5
21.8
6.8
21.5

8
16
20
16
17

64.4
25.1
22.4
9.5
18.5

8
14
23
22
17

62.8
31.7
12.3
8.5
14.2

8
17
19
20
15

59.9
26.5
12.8
9.1
10.4

8
16
1923

Italy

9.5

13

12.1

15

20.3

21

21

16

12.8

12

Brazil
Australia
Canada

1.9
7
3.9

4
33
10

1.2
7.3
3.9

30
9

1.1
4.7
3.2

1
25
9

2
3.7
4.1

4
20
10

4.1
3.9
4.8

8
20
11

USA

(Resource: World Leasing Annual book)
Table 4.2 The first 10 countries for leasing
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13

73.7
28.3
13.5
13.2
10.9

9
16
16
26
13

7.8

11

9.3

13

6.6
4.5
4.5

10
20
13

8.1
5.6
4.6

20
21
14

Leasing industry began in the United States in the 1950s. A Entrepreneurs in the
United States adopted a long-term lease of equipment for the production.
Anticipating this lease-financing to be an effective tool, in 1952 he created the first
specialized leasing company in the United States(now renamed International Leasing
Company of United States), specialized in the leasing business. This opened a
modern new chapter in the leasing industry.

Since the 1950s, leasing businesses have been widely used in the USA. It is the rental
market for the earliest development and the most completed function in the world.
U.S. government has always actively supported the development of the leasing
business. In the fiscal year of 1982 alone, the government gave the leasing industry
67 billion dollars in tax incentives. Until 1983, the manufacturers joining the
Equipment Leasing Association surged from 1981's 800 to 959. According to the
federation's statistics, equipment leasing grew rapidly from 435 billion U.S. dollars
in 1980 to 576 billion U.S. dollars in 1982, 744 billion U.S. dollars in 1984. In 1986
American business fixed investment in durable equipment, amounting to 3,161
billion U.S dollars, with the amount of leasing equipment 948 billion U.S dollars,
accounting for 30% of the total amount of investment in durable equipment, with
corporate bonds accounting for 32%, commercial bank loans for 14.8%, which
showed the universal activities of manufacturers leasing in the United States.
According to the survey of "Fortune" magazine for 600 enterprises in 1984, the
results showed that 64% of businesses in the last two years had been engaged in
leasing activities, with 74% of the enterprises renting over 10 billion U.S. dollars.
Currently more than 80% of enterprises in the United States have been using
equipment-leasing options to save investment capital. The turnover has accounted for
45% of the total for the world.
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In recent years, Japan has always maintained the world's second largest position of
leasing market. Japan's leasing industry was born in 1963. Starting from the
establishment of the first "Leasing Co. Ltd. of Japan", in 1964 the Orient Leasing
Company and the Tokyo leasing company were set up. Japanese leasing industry
continued its rapid increase with annual growth rate of 23%.

Most of the funds of Japanese leasing industry come from bank loans, which has not
been changed since then. Since the inception, the leasing industry has greatly
stimulated the Japanese consortium and the city banks. Particularly in 1970 and 1973,
Japan Ministry of International Trade successively carried out the two regulations
contributing to the development of the leasing industry, motivating more and more
large banks and trading companies getting involved in the leasing business. In
October 1971, approved by the Ministry of International Trade, 19 leasing companies
initiated the establishment of "association-based Leasing Association," obtaining
legal status for the leasing industry. Since the 1980s, Japan's leasing operations had
grown by 6 times, maintaining steady growth. After the 1990s, however, because of
the bad assets, the Japanese leasing industry entered the rectification period.

Europe is the world's third largest rental market, with Britain, France, Germany, Italy
and Spain constituting the first five countries. At present, Bulgaria, Hungary and
Poland and other Eastern European countries are also active in the leasing business.
In 1971, British Association of equipment leasing was established, reaching more
than 100 members in 1990. In 1985, the amount of British lease transaction was
about 4 billion pounds, in 1998 reaching more than 7 billion pounds. Leasing
investment accounted for 20% of private investment. In 1988, the turnover of France
and Germany was 10 billion dollars. By 1991, the German leasing industry grew
greatly for 17.2%, exceeding that of the British, becoming the third largest in the
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world. Britain and Italy only had a slight increase over the previous year, for a total
of 1% and 1.8%. Although the industry of France and Spain dropped by 14.1% and
7% than 1990,they remain the world's No. 6 and No. 7 due to the shrinking of the
global economy.

4.1.2 The development of lease financing in China
Financing lease was introduced to China in the early 1980s. In 1980, the China
International Trust and Investment Corporation was the first one undertaking the
country's first financial leasing business, introducing the weaving machine
production line for Hubei plastics factory. During the same period, promoted by
China CITIC, the General Administration of Civil Aviation used “transnational tax
saving leveraged leasing” to rent the first Boeing 747 SP aircraft from the United
States. In February 1981, the first Chinese leasing companies - Oriental International
Leasing Company was created by China International Trust and Investment
Corporation, Beijing electromechanical equipment company, and Japan's Orient
Leasing Company. In July, CITIC formed a leasing company in China with the State
Bureau of Material. These two operations and that the establishment of two leasing
companies marked the birth of the leasing industry in China. By the end of 1999,
there have been 34 Sino-foreign joint venture leasing companies, and nearly 400 trust
and investment companies, Financing companies, and the asset management
companies have launched leasing business.

For more than 20 years, the development process of China's leasing industry can be
divided into the following main stages: initial stage, development stage, smooth
phase and the relative stagnation phase. Due to the statistical difficulties, I could not
obtain leasing data of lease of RMB and foreign currency business from financing
and leasing companies, trust and investment companies. Now I take the leasing
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business of a Sino-foreign joint venture leasing company as an example to illustrate
this in several stages. The initial phase started from 1980 to 1983. At this stage, the
leasing business just started in China, with small business volume of 1.86 million
U.S. dollars and 1.253 million U.S. dollars and 3.805 million U.S. dollars,
respectively. The period from 1984 to 1989 was China's development stage for
leasing industry. The average annual business volume was 34.11667 million U.S.
dollars, reaching a peak in 1988, with yearly business volume of 44.314 million U.S.
dollars. During this period, China's financial leasing industry had a rapid growth with
the rapid economic development. After the 1990s, China started leasing toward
stability, appearing that the leasing companies began to pay more attention to the
independent assessment, optimizing the investment direction. Business volume
increased from the bottom of 23.154 million U.S. dollars in 1990 to 33.991 million
U.S. dollars in 1991, reaching 3.321 million U.S. dollars in 1992, 44.292 million U.S.
dollars in 1995, respectively. In the late 1990s, China's financial leasing industry
entered a period of a debt collector with the development of relative stagnation.
Non-bank financial institutions and leasing companies made an adjustment to rectify.
In the end of last century, the Sino-foreign leasing companies have resolved many
debts in the country's intervention, while some are considering how to find a new
way out in the current economic environment.

According to incomplete statistics, China's leasing industry has brought in a total
foreign investment of about 7 billion U.S. dollars during 20 years, with accumulated
business volume of 19 billion yuan. We should also see that as the financing lease
had a late start, the rental market is still in the initial stage, mainly appearing that the
structure of financing lease is relatively homogeneous, and the market has yet to be
further developed.
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4.2 The applicability of financial leasing for financing of SMSEs
The financial leasing has an indispensable role for the company. Firstly, through
financing lease, the company could get the new vessel through little capital, speeding
up the turnover of fund. Therefore, it could create conditions for the revenue of the
cooperation. As the ownership of the vessel belongs to the lessee during the period of
chartering, the lessor only has the right to use. In addition to the regular payment of
rent, he will also be responsible for the maintenance and management of the ship,
which requires the company to strengthen the use of the vessel, paying more
attention to improving the economic benefits.

Owning strong financial strength and sound credit system, the huge company could
select a variety of financing alternatives such as equity financing, bond financing and
bank loan. So the huge company doesn’t prefer the financial leasing, while our
SMSEs don’t have financial and credit strength to choose. This has caused the
SMSEs to pay more attention to financing for leasing vessel upgrading and
transformation. And the following is the applicability of financing lease for SMSEs.

4.2.1 Capabilities of risk control
4.2.1.1 Improve asset condition and reduce financial risks for the SMSE
The company could do the work of financing lease with 100% of the value of the
lease, reaching the aim of efficiently saving fund. Through this method, we can
enhance the source of the capital, breaking through the restrictions of the current
budget size. As to the shipping companies, most of whose assets have been fixed, we
can use the method of sales feedback. Then the company could sell the vessel to the
company of financial leasing at a price as agreed, then the leasing company will rent
the vessel to the shipping enterprise. During this process, the ownership of the ship
has been converted, with no effect to the normal use for the SMSE. Through the
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“sales feedback”, the shipping company could release the cash flow, overcoming the
difficulty of insufficient funds, while fixing the need of improving asset condition,
activating reserved assets, and enhancing the liquidity of cash flow. With enterprise
not affecting the right to continue to use the vessel, physical capital could be change
into the monetary capital, while maintaining the flow of funds and improving the
cash flow and reducing financial risk.

4.2.1.2 The leasing company could control the financial risk of the SMSE
The leasing company will be confronted with various difficulties during the
operation, such as the market risks of product, finance, trade, the economic
environment, technology, pollution, and force majeure. The risk will surge when the
leasing company operates for the SMSE with low level of credit and economic
strength. What should be taken into serious consideration is the risk that the lessee
could not pay the rent on time. By the character of financial leasing, the leasing
company could control the risk of financing for SMSEs, converting it to the one
acceptable or bearable. The following are the measures that leasing companies use to
control the risk:

a. The ownership of the lease belongs to the leasing company
One of the obvious characters is that the leasing company has the ownership of the
lease, while the lessee only has access. As a result of the separation of the ownership
and access, the leasing company would have more choice when the lessee could not
pay the rent in time.

There are several kinds of situation when the lessee breaks the contract as follows:
the temporary trouble of the cash flow; the lessee deliberately refuses to pay rent,
though there’s sufficient cash flow; the lessee has filed for bankruptcy.
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For the first case, the leasing company could make adjustments to the repayment
program to fulfill the character of the lessee’s cash flow after confirming the
financial situation by doing research on the financial statements. In this way, the
leasing company could help the lessee to overcome the trouble, helpful to the
continuous cooperation between the leasing company and the lessee. If it’s found that
the lessee is meant to delay the rent after research, the leasing company could
communicate with the lessee, clarifying the consequence when not complying the
obligation to pay the rent. When the lessee refuses, the leasing company could
exercise their rights and regain leasing property,

recover the arrears of rent,

controlling the loss to the smallest extent through the means of legal. ,

According to Rule 242 of the financial leasing contract of China’s “Contract Law”,
the lessor has the ownership of the lease. When the lessee files for bankruptcy, the
lessee would not be included in the property of bankruptcy. So when the lessee files
for bankruptcy, the leasing company could get back the leasing object according to
the law, as get paid as the creditor in bankruptcy liquidation. Thus, the leasing
company bears a much lower risk than the normal lessor.

b. The leasing company could control the use of funds
The financial leasing is the brand new method combining financing and leasing,
different from the bank loans. The leasing company would purchase the nominated
equipment from the factory, then rent it to the lessee for use.

When the huge commercial banks of China offer long-term loans to the company,
usually they will state clearly the use of funds in the contract. For instance, the funds
can only be used for purchase of the designated equipment or improvement of
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technologies, other than current capital or the purchase of luxury office supplies.
Moreover, they will supervise the purpose of the fund during the loan period. But
once the enterprise gets access to the funds, cases have occurred that the use of funds
has been deviated from the original target. Instead of directly providing the capital,
the leasing company could prevent this by offering the vessel to the company.

c. The leasing company has a comprehensive system for risk management
The leasing company has the monitoring system to prevent the risk that may exist.
The risk warning system has been developed through the analysis of the rent
payment and the financial position of the lessee. Through this, the loss that may
appear could be minimized. Table of 4.1 is the characteristic table for leasing risk
classification that’ usually used.
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Table 4.3 The table for leasing risk classification
The table for leasing risk classification
Type

of Main Characteristics

leasing risk
Normal

The lessee can pay the rent+interest. There's no negative impact for repayment.
１The company can guarantee the repayment, including
ａThe lessee has fine financial condition. The cash flow is positive and firm, with reasonable financial indicators.
ｂReal documents with completed procedures, and good credit.
ｃRent and interest are never delayed more than 30 days.
２There are sufficient leasing bonds or convertible bonds, with available procedures.
３The leasing object is running well. The lessee could ensure that equipment is undamaged.

With

There's no problem to pay the rent. But the weakness will have impact on the repayment.

Concern

１The net cash flow is tending to slump. At least 2 of the major financial indicators have reduced within 10%.
２Change of guarantor, or the operating loss or structure of the guarantor has weakened its security capacity.
３The lease is running well. But the lessee has broken part of the contract, costing the risk of value depreciation.
４The lessee is the newly established one, with uncertainty for market prospect.
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５The lessee has poor awareness of repayment.
６The rent or the interest has been delayed within 31 to 180 days.
Secondary

The gap of the rent is large. The revenue of the lessee couldn't compensate for the payment.
１The lessee has suffered loss. Or the revenue couldn't pay the rent. Problems have occurred in operation and fund.
２The lessee has delayed the payment for over 3 times. The revenue could not pay the rent and the interest.
３The lessee has been involved in the economic disputes, which has or might have caused loss.
４The rent or the interest has been delayed within 181 to 360 days.

５Though above problems occur, the lease is running well, and the present value is higher than the residual rent.
Suspicious

The rent may suffer loss. The exact amount hasn’t been fixed only as the lessee needs to be regrouped.
１The lessee has losses for consecutive 2 years. Or the lease has been laid down.
２The lessee could not pay for the rent and interest, while the book value of the lease is higher than the PV.
３The lessee could not pay the rent and interest, while the value of collateral is lower than the amount of security.
４The lessee has postponed the rent for a long time.
５The lessee has not paid the rent or the interest within 361 to 720 days.
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Loss

Most or all of the rent will be lost.
１The lessee has filed for bankruptcy, death, lost. Or due to great accidents, the lessee suffered a great loss.
The lessee broke the contract. Or the guarantor couldn't pay for the loss of rent.
２The court has judged, but can not enforce the return of the lease.
３Due to historical reasons, the lessee has escaped from the debt. The lessor didn't manage to get the rent back.
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4.2.2 The loaning process is fast and efficient，and the funding can be effectively
used
4.2.2.1 Fast and efficient loaning process
The available fund rate of the lease financing is relatively high. The financial leasing
company would purchase the equipment as required by the lessee. Once the contract
is signed, the capital will be ready.

Compared with the huge companies, the SMSEs have the competitive advantage for
agility and individuation. And as is known, the financing lease was born when the
SMSEs had difficulty in loaning. Therefore, the financial leasing should play an
essential role in the financing process for SMSEs. The financial leasing company
itself has a higher credit rating with great ability to finance, and relatively low cost.
So it can provide a good rent to SMSEs.

In addition to the advantage of flexible repayment methods, financial leasing has
been saving time with high efficiency. It combines the processes of financing and the
object purchasing, cutting a number of intermediate links. Without complicated
procedures for direct purchasing, the efficiency of the work has been greatly
improved. Many leasing programs run by the leasing company can achieve the goal
that profit can be gained at the same year with signature of the contract.

4.2.2.2 Funding can be effectively used.
The financing lease combines the processes of financing and the object purchasing.
The lessee could rent the equipment from the leasing company as they need. Since
the capital could be much less than the ones of bonds and loans at the initial stage,
the funding pressure could be released for the program. After leasing the equipment,
the enterprise could earn the money while paying back the rent, which could help the
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corporation to make adjustments to the capital structure. Moreover, financing lease
could guarantee that the fund is used at purchasing the equipment. In this way, the
efficiency of the capital could be improved, and the capital structure could be
optimized.

4.3 The essentiality of financing lease for start-up and early stage of growth of
SMSEs in China
4.3.1 The life cycle of the enterprise
4.3.1.1 Stages of life cycle of the enterprise
As stated above, the life cycle of the enterprise can be divided into the following
stages: the start-up stage, growth stage, maturity stage and decline stage.

4.3.1.2 The characteristics of financing needs for stages of the enterprise
There’s life cycle for the company, the product, or the program. Each life cycle has
its own characters of technology and financing, which requires the relevant method
of financing.

a. The financing need at the stage of start-up
The SMSE has uncertain future at this stage, without adequate profitability. On one
hand, the cost and risk of bank loan to the SMSE at this stage is much higher than the
huge companies or the SMSE at the stage of growth and maturity. From the
perspective of risk and cost, the banks would be careful about the financing of SMSE
at the stage of start-up. On the other hand, from the perspective of the capital needs,
great funds would be needed for the purchasing of equipment and capturing the
market, with relatively little income.

Therefore, the financing needs for the SMSE at the start-up stage should be as

53

follows: 1. Great funds are needed with little income; 2. frequent demands for small
amounts of fund; 3. the company needs the income of the program to pay the rent.

b. The financing need at the stage of growth
At this time, the program has begun to be accepted by the market. The revenue and
the profit has started to surge, with slumping risks. However, the market may not be
captured due to poor management, or the fierce competition of other fellows. The
company is developing fast at this stage, with the sales volume rocketing. As a result
of the increasing funds, the corporation size has been increasing. The company at this
stage is urged to increase its fleet to capture the share of the market, which needs the
support of great funds. So we need a large amount of the external capital plus the
internal capital.

The financing needs for the SMSE at this stage should be as follows: 1. based on
certain resources and scale, the company still needs funds because of enlargement; 2.
The needs of capital is mainly focused on the purchasing of vessels.

c. The financing needs at the stage of maturity
Through the enlargement of the growth stage, the SMSE have grown into the
big-medium company. It has gained a certain share of the market, with image and
assets. The income is increasing firmly. Right now there are a lot of competitors in
the market, which means that the profits have been shared. Even for the company
with a certain share, it can only keep a relatively high sales volume. At this time, the
board has realized that the company has entered the stage of decline. So the
corporation needs to seek the new business, which also demands great amounts of
capital.
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The financing needs at this stage should be as follows: 1. The new program needs
great funds. 2. Without new program, the capital that the shipping company owns
could fulfill the requirements of daily cash flow.

If the board of the shipping enterprise has not change the strategy at this times, the
company will enter the stage of decline. In addition to the issue of capital, we need to
improve from the perspectives of management and strategy. The discussion we make
here is only involved with the financing issue at stages of start-up, growth and
maturity.

4.3.2 The essentiality of financing lease for start-up stage and early stage of
growth of SMSEs
From the above discussion, we can see that at the stage of start-up of the SMSE, with
weak capital, the company urgently needs great funds for purchase. Without ships for
mortgages, the company will choose financing lease as the alternative in most cases.
At the stages of growth and maturity, the company has grown into big-medium ones,
qualified for direct financing at the bond market. So the company at this time will
mostly choose the financing system combined with direct financing and bank loans.
So we should focus on the development of financing lease for SMSEs at start-up
stage and early stage of growth..

Without ships for mortgages, the company could consider financing lease as the
alternative. However, due to the limited size and low level of management, the
competitive advantage of the SMSE could not be seen. Such weakness has not only
resulted in the caution of bank loans to SMSEs, but also the financial leasing for
them.
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To solve the problem, the SMSE should firstly seek a suitable program. The
predicted sales volume would be evaluated when applying to lease the vessel from
the financial leasing company, so as to pay the rent with the profit from the program.
Secondly, the SMSE should also get help from the credit guarantee agency.

The detailed operation for the credit guarantee agency for financing lease to the
SMSE could consult the reference of Japan. The professional guarantee company
could be established with the capital resource from the developing fund of SMSEs.
The professional guarantee agency could sign the lump-sum contract with the
financial leasing company, or could sign a specialized contract with every single
trade. In the first form, the details should include the service scope and object, the
basic requirements for the SMSE applying for the credit guarantee of leasing in the
contract, as well as the detailed procedures. When the leasing company operates the
business for the SMSE, it only needs to inform the character of the trade to the
guarantee agency, without one more contract. The second alternative requires the
guarantee agency to audit every single operation of financial leasing, signing the
guarantee contract with the leasing company for the business that fulfills the
requirements of guarantee. At the early stage of cooperation with the leasing
company, the guarantee agency would usually use this alternative for security. When
the lessee could not pay the rent in time, the guarantee agency would pay about 50%
of the rent to the leasing company. The SMSE would get the ship in this way.
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Chapter 5 Financial leasing for financing decision in practice
5.1 The decision-making analysis for A shipping company
5.1.1 The background of the case
5.1.1.1 The introduction of A company
The ocean shipping company for Province A was established in Feb, 1999 with 40%
of the capital, 50 million yuan, invested by China Ocean Shipping Company, and the
other 60% invested by A province. At the beginning of its establishment, the
company had 2 vessels, with 10,000DWT. To the year of 2002 it had developed into
the medium shipping company with 4 ships of 30,000DWT.

However, these are old vessels with small tonnage, which could not compete in the
market. The corporation had paid great attention to upgrading and development of
the fleet. To avoid the risk of reducing the tonnage when the old ship is retired, the
company decided to make adjustments to the fleet structure, by purchasing the new
vessel with competitive advantage for the market.

After the research and analysis of the market, the corporation decided to invest on the
B/C with 4,5000DWT, by the age of 7 in the first half of 2002. It cost about 11
million US dollars. As the company could not afford to purchase the price by only
using the internal capital, the board decided to get the external finance for 11 million
dollars. The company should make a financing decision.

5.1.1.2 The target of ship financing and the analysis of internal & external
environment
a. The financing target
In order to make the adjustment to the fleet structure, the company raised the target
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to collect the purchasing capital of 8 million US dollars at a low cost.

b. The analysis of internal & external environment
1. The analysis of external environment
a. International shipping market
The international shipping market reached its peak during the years of 1996 and 1997,
especially the dry bulk market. After the year of 1997, the price of
Panamax(DWT55,000-75,000)had slumped, affecting slump of the price of
Handysize(DWT35,000-55,000) B/C. The trend became more obvious after “9.11”.
But the American economy began to boom as the smooth carrying-out of the
anti-terrorist war of the USA. The price of Handysize went firm. The price of
Handymax of 25 million US dollars, which was built during 1994 and 1995 was
11million-11.5million dollars. The company thought it was the good chance to buy
the vessel due to the low price. If the shipping market began to soar with the
economic recovery, the profit would surge.

b. Financial market
As A company is not a listed company, it was impossible to finance through shares. It
took a long time to issue bonds, and must be audited by government departments.
Plus, there was little possibility for the approval from the department as far as the
operating situation of the company was concerned. Therefore, the company decided
to choose between bank loan and financial leasing. When choosing financial leasing,
it could save much time if there were domestic investors willing to invest. If we get
loans from the bank abroad, the procedures would be more complicated than from
the domestic bank. So the choice was between bank loans and financial leasing at
home.
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2. The analysis of internal environment
a. The operation of the company
Though at present the company was in a loss, they could get a large profit form the
main operation. As the main assets, the vessels were maintained well, with good
quality. Once the capacity was increased, the profitability of main business could be
further enhanced.

b. The financing risk
If the company could get loan from Bank of China, then the financial risk will be as
follows:

The shipping enterprise could get a fixed interest rate to avoid the risk of interest rate
fluctuation, as well as the risk of the nation’s administration. So the main risks are
the ones of exchange rate and financial risk.

The risk of exchange rate was the fluctuation of exchange rate of dollars to RMB
during the period of loaning. But it should be low as the loan was used to buy the
vessel in a short time. As for the operation of a single vessel, the income would be
much higher than the rent and interest occurred.

The financial risk was that the company was currently in a loss, while the added loan
would be a heavy burden. But as far as the investment prediction was concerned, the
ship could be put into operation after purchasing to gain the profit. The problem was
that as the company was at the early stage of growth, it took a long time to get the
loan from Bank of China with guarantee.

5.1.2 The decision-making of A shipping enterprise: Loan or financial leasing
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Excluding the financing methods of equity financing and bond financing from the
above analysis, the company developed the following two alternatives of financing
programs:

1. The company would get the loan of 11 million dollars from the branch of Bank of
China in this province. After getting in touch with the bank, the interest rate could be
fixed at 6% of annual rate, with 15 years of economic life.

2. The A enterprise would require the leasing company to buy the vessel needed. It
meant the leasing company would search the second-hand market for the suitable
ship. Then the lessor would purchase the vessel and rent it to A company, by signing
the bareboat chartering contract, with annual rent of 1 million dollars for renting 15
years. After the rent, A company would have the priority to buy the vessel with 5% of
the original vessel price.

5.1.3 Data processing
5.1.3.1 The decision based on balance of profit and risk
The decision whether to purchase or financial leasing the ship could be calculated,
using the fomula as follows:

NPV = I -Σ[L t (1 - T) + Dt T]/{[1 + r (1 - Tc) ]t}

When the NPV is positive, the alternative of financial leasing should be chosen;
when the NPV is negative, loaning should be chosen.

In this case, I was 11 million dollars, and Lt was 1 million dollars. The predicted
economic life was 15 years, with residual value 10% of the ship price. The income
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tax rate was 33%. With the depreciation method of straight line, Dt=
（1100-1100*10%）/15=660,000 US Dollars. The interest rate of loaning was 6%.

The annual discrepancy of net cash flow was:

CFt(l)- CFt(p&b)=-[L (1-T)+DtT]= -[100(1-33%)+ 66*33%]= -887,800US Dollars

With the discount rate=6%（1-33%）=4.02%, the present value factor of annuity
should be 11.10285%.

So the present value of the net cash flow should be:
-88.78* 11.10285=-$9857,110

The NPV of this decision should be:
NPV=1100-985.711=$1,142,890

As the present value of the discrepancy was not higher than the purchasing value, the
NPV was positive. So the company should choose the alternative of financial leasing.

5.1.3.2 The break-even point of the rent payment for financing lease
The effective method of choosing between loaning and financial leasing is to figure
out the point where there’s no difference whether choosing loaning or financial
leasing. The point is the Lt when the NPV is 0, as follows:

NPV = I-Σ[L t (1 - T) + Dt T]/{[1 + r (1 - Tc) ]t}=0

When the annual rent is equal, the L of break-even point should be:
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I-ΣDt Tc/{[1 + r (1 - Tc) ]t}
L =————————————
Σ(1-Tc)/{[1 + r (1 - Tc) ]t}

Therefore,
I-ΣDt Tc/{[1 + r (1 - Tc) ]t}
L =————————————
Σ(1-Tc)/{[1 + r (1 - Tc) ]t}

1100-66*33% * 11.10285
=————————————
0.67 * 11.10285
=$1,153,600

The result shows that when annual rent for financial leasing was $1,153,600, there
would be no difference whether we choose loaning or financial leasing. When the
rent was higher than $1,153,600, we should choose loaning; when the rent was lower
than $1,153,600, we should choose financial leasing.

5.2 The financial decision-making report
From the above analysis, we could get the conclusion that the decision between P &
B and leasing is actually the choice between loaning and leasing. When the financial
leasing stands for a better choice than loaning, we should choose the former one. The
decision has turned out that the debt from the financing lease of the ship should not
be simply compared with the equity financing of P&B of the ship, but with the
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loaning.

In this case, the present value of net cash flow discrepancy was lower than I. The
NPV was positive. So financing lease could be a better choice. In this condition, the
annual net cash flow, which is the rent payment after tax plus the offset of annual
depreciation to tax revenue was lower than the same amount of loan. The annual
discrepancy of net cash flow was $887,800, while the total value of annuities for 15
years was $9,857,110. This meant that if the company lent $11 million from the bank,
there would be a loss of $1,142,890 without affecting the cash outflow of the
corporation.

There would be much uncertainty if the company loaned from the Bank of China, as
the company was now in the end of start-up and the early stage of growth without
high credibility.

Moreover, as show on the table of Figure 5.1, in the first 9 years, the annual payment
of loan was greater than that of financing lease. As for the shipping company, the
financial statements of which showed a loss, it was a heavy burden in the first years,
with high financial risk.
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(IN THOUSANDS)

ANNUAL DISCREPANCY

LOANING

FINANCIAL LEASING DISCREPANCY

1st YR

1393.333

1000

393.333

2nd YR

1349.333

1000

349.333

3rd YR

1305.333

1000

305.333

4th YR

1261.333

1000

261.333

5th YR

1217.333

1000

217.333

6th YR

1173.333

1000

173.333

7th YR

1129.333

1000

129.333

8th YR

1085.333

1000

85.333

9th YR

1041.333

1000

41.333

10th YR

997.3333

1000

-2.667

11th YR

953.3333

1000

-46.667

12th YR

909.3333

1000

-90.667

13th YR

865.3333

1000

-134.667

14th YR

821.3333

1000

-178.667

15th YR

777.3333

1000

-222.667

Figure 5.1

Therefore, A company had decided to choose the alternative of financial leasing.
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Chapter 6 Conclusion
6.1 Financial leasing is a suitable alternative for SMSE
The industry of shipping is now booming, and SMSEs are playing an increasingly
essential role in China. However, with the financing difficulty of getting fund from
bank, share, and bond, China’s SMSEs could hardly compete with giant shipping
companies. While financial leasing could fulfill the requirement and demand of
SMSEs. Plus, It’s especially important for the shipping company at start-up and the
early stage of development.

6.2 Thoughts about the issue of the case
6.2.1 Attention to analysis of internal & external environment
When the shipping enterprise is doing the financial decision-making, we should do
research on the financing environment, so as to choose a suitable time for financing.

Despite the detailed analysis for the external financing environment, the company
should do research on the internal factor that could influence financing. In the case, A
company had a good operating capacity, with the disadvantage of high asset-liability
ratio. So the corporation should make measures to avoid the impact of adding debt.

6.2.2 Not only one financing alternative should be considered
There are a variety of financing methods for shipping, with various factors to
consider for each. It’s impossible for the shipping company to consider every factor
for each financing alternative. The only thing is to take every factor into
consideration that may be involved in the financing method, to make practical
options, with operability.
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In the case, as A company was a medium shipping enterprise, there would be fewer
financing options to choose compared with the big shipping company. Besides, A
company was not listed, with the operability of financing through stock. But for the
time being, when the enterprise was qualified for being listed, there would be
possibility that it could collect funds through stock or other financing channels.
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